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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: Respondent determ ned a $49, 778 defi ci ency

in petitioner’s 2002 Federal income tax and a $9, 956 section 6662
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penalty for 2002.! After a concession,? the issues remaining for
deci sion are (1) whether $175,000 petitioner received during 2002
in connection with a settlenment of a |lawsuit is excludable from
gross incone pursuant to section 104(a)(2), and (2) whether
petitioner is liable for an accuracy-rel ated penalty pursuant to
section 6662.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine he filed the
petition, petitioner resided in Sun City, California.

In 1991, petitioner’s wife inherited a hone in Sun GCty,
California (the Sun City residence), in the County of Riverside
(the county). In late 1991, petitioner, his wife, and their
children (the G bsons) noved into the Sun City residence.

The Sun City residence was in an area zoned as a “Seni or
Ctizen Devel opment” (SCD) by the county. A county ordinance
provi ded that an SCD zoning restriction placed a certain age-

related residency restriction (the restriction) on persons

1 Unless otherwise indicated, all section references are to
the I nternal Revenue Code, and all Rule references are to the Tax
Court Rules of Practice and Procedure.

2 Petitioner conceded that the Social Security benefits he
recei ved during 2002 are taxable.
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occupying dwelling units within the SCD. The G bsons did not
satisfy the restriction.

In 1992, the Sun City G vic Association reported the
G bsons’ restriction violation to county code enforcenent
authorities (CCE authorities). The CCE authorities contacted the
G bsons several times with regard to the restriction. On the
first occasion, CCE authorities served notice on the G bsons
informng themof the restriction and that they were in violation
of the restriction. Later, CCE authorities issued the G bsons a
citation stating that they should conply imediately with the
restriction by restricting the occupancy of the home to persons
satisfying the restriction. CCE authorities advised the G bsons
that continued violation of the restriction mght result in fines
and inprisonnent. Also, CCE authorities issued petitioner a
notice to appear in court, alleging a crimnal violation of the
ordi nance that inposed the restriction. The county |ater dropped
the charge, and petitioner did not have to appear in court.

O her Sun City residents harassed and physically and
verbally threatened the G bsons because of their violation of the
restriction.

In May 1994, the G bsons and other plaintiffs initiated a
cl ass action lawsuit against the county and certain other county
officials in the U S. District Court for the Central D strict of

California. 1In the class’s first anmended conpl aint, the cl ass
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set forth 14 clainms: (1) Violation of the Federal Fair Housing
Act; (2) violation of the California Fair Enploynent and Housi ng
Act; (3) violation of the Unruh Cvil R ghts Act; (4) violation
of Federal substantive due process; (5) violation of California
substantive due process; (6) violation of Federal equal
protection laws; (7) violation of California equal protection
| aws; (8) violation of California procedural due process; (9)
violation of California privacy laws; (10) violation of Federal
freedom of association |laws; (11) violation of California freedom
of association laws; (12) California inverse condemation; (13)
California estoppel by nonconform ng use rights; and (14)
California estoppel by exceeding zoning authority. The plaintiff
class incorporated into each of the above-referenced cl ains
bet ween 38 and 44 paragraphs of additional material. Paragraph
35 of that additional material alleged bodily injury anong nine
ot her | osses suffered by petitioner and nenbers of petitioner’s
cl ass.

Par agraph 35 st at es:

By reason of defendant’s unlawful acts or practices,
plaintiffs and nmenbers of plaintiff class have
suffered | oss of housing, violation of their civil
rights, nonetary danmages, hum liation, and bodily
injury, including but not limted to physical and
enotional distress. Plaintiffs and nenbers of the
plaintiff class have also suffered the | oss of the

i nportant social, business, economc, and political

benefits of associations that arise fromliving in
communities integrated with famlies and chil dren.
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I n August 2002, the District Court entered a consent decree
in petitioner’s class action |lawsuit. The consent decree granted
decl aratory, injunctive, and nonetary relief to petitioner and
the other nanmed plaintiffs. Petitioner, his wife's estate,?® and
his children received a total of $350,000 in nonetary relief, to
be all ocated as agreed anong them The consent decree al so
established a fund for the purpose of making distributions to
unnanmed plaintiffs who submtted qualified clains.

Pursuant to the decree, six factors are to be considered in
determ ning the anount of conpensation due to unnaned qualified
claimants. Those six factors are: (1) The nunber of citations
or threats received; (2) the degree of coercion expressed in the
citation or threat or other comunication fromthe county to the
claimant; (3) whether the claimant left the dwelling in question
because of the citation or threat; (4) the nature and degree of
enotional distress suffered, including whether the clai mant
provi ded evi dence of any physical synptons of enotional distress,
or other special circunstances which increased the enotional
di stress; (5) whether the claimnt provided evidence of any
i ncreased costs resulting fromthe | oss of housing, including,
but not limted to, increased cost of alternative housing, wages

and other incone |lost during the tinme spent |ooking for

3 Petitioner’s wife died in 2000, and her estate was
substituted as a party in the class action |awsuit.
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al ternative housing, noving, storage or packing costs, tenporary
housi ng costs, any costs of commuting to and fromwork in excess
of those that would have been incurred commuting to and fromthe
deni ed housing; and (6) whether the claimant provided evidence of
any ot her conpensabl e | oss.

Petitioner received $175, 000 of the $350, 000 awarded to him
his wife's estate, and his children. Petitioner engaged an
experienced tax attorney who net with the class action attorneys
to obtain all the pertinent facts and circunstances. After
reviewing the information, the tax attorney advi sed petitioner to
report $12,500 of the $175,000 as “other income” and to |abel it
“damages” on petitioner’s 2002 Form 1040, U.S. Individual Incone
Tax Return. Petitioner took his tax attorney’ s advice and
reported on his 2002 return $12,500 of the $175,000 in darmages he
recei ved.

In the notice of deficiency, respondent determ ned that the
entire anount of the settlenent was includable in petitioner’s
gross incone. Additionally, respondent determ ned an accuracy-
rel ated penalty of $9,956 related to petitioner’s failure to

report $162,500 of the settlenment proceeds.



OPI NI ON

Defi ci ency

A. Burden of Proof

The Comm ssioner’s determ nations generally are presuned
correct, and the taxpayer bears the burden of proving that those

determ nations are erroneous. Rule 142(a); Welch v. Helvering,

290 U. S. 111, 115 (1933); Durando v. United States, 70 F.3d 548,

550 (9th Gr. 1995). The U S. Court of Appeals for the N nth
Circuit, to which an appeal of this case would lie, has held that
in order for the presunption of correctness to attach to the
notice of deficiency in unreported incone cases,* the
Comm ssi oner must establish “sone evidentiary foundation” |inking

t he taxpayer to the inconme-producing activity, Weinerskirch v.

Comm ssi oner, 596 F.2d 358, 361-362 (9th G r. 1979), revg. 67

T.C. 672 (1977), or “denonstrating that the taxpayer received

unreported inconme”, Edwards v. Conm ssioner, 680 F.2d 1268, 1270

(9th Cr. 1982); see also Rapp v. Conmm ssioner, 774 F.2d 932, 935

(9th Cir. 1985). Once there is evidence of actual receipt of
funds by the taxpayer, the taxpayer has the burden of proving

that all or part of those funds are not taxable. Tokarski V.

4 Al though Weinerskirch v. Conmi ssioner, 596 F.2d 358 (9th
Cr. 1979), revg. 67 T.C 672 (1977), was an unreported incone
case regarding illegal source incone, the U S. Court of Appeals
for the Ninth Crcuit applies the Weinerskirch rule in all cases
involving the recei pt of unreported incone. See Edwards v.
Comm ssi oner, 680 F.2d 1268, 1270-1271 (9th Cr. 1982); Petzol dt
v. Conmm ssioner, 92 T.C 661, 689 (1989).
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Comm ssioner, 87 T.C. 74 (1986). Accordingly, petitioner bears

t he burden of proof.% See Rule 142(a).

B. Section 104

It is well established that, pursuant to section 61(a),
gross incone includes all inconme from whatever source derived
unl ess otherw se excluded by the Internal Revenue Code. See

Comm ssioner v. denshaw dass Co., 348 U S. 426, 429-431 (1955).

Excl usions from gross incone are construed narrowy.

Comm ssioner v. Schleier, 515 U S. 323, 327-328 (1995).

As relevant here, section 104 provides:
SEC. 104. COVPENSATI ON FOR I NJURI ES OR SI CKNESS.

(a) I'n General.--Except in the case of anobunts
attributable to (and not in excess of) deductions
al l oned under section 213 (relating to nedical, etc.,
expenses) for any prior taxable year, gross inconme does
not i ncl ude- -

* * * * * * *

(2) the amount of any damages (other than
puniti ve danmages) received (whether by suit or
agreenent and whether as |unp suns or as periodic
paynments) on account of personal physical injuries
or physical sickness;

* * * * * * *

> For the first tine, in the opening brief petitioner
rai ses the issue of respondent’s bearing the burden of proof
pursuant to sec. 7491(a), as anended. GCenerally, we will not
consider an issue that is raised for the first tinme on brief.
See Foil v. Conm ssioner, 92 T.C. 376, 418 (1989), affd. 920 F.2d
1196 (5th Gr. 1990); Markwardt v. Conm ssioner, 64 T.C. 989, 997
(1975).
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* * * For purposes of paragraph (2), enotional distress

shall not be treated as a physical injury or physical

si ckness. * * xI[6l

“Damages received’” nean anounts received “through
prosecution of a legal suit or action based upon tort or tort
type rights, or through a settlenent agreenment entered into in
lieu of such prosecution.” Sec. 1.104-1(c), Incone Tax Regs. In
eval uati ng whet her anmounts received pursuant to a settl enent
agreenent are excludable fromincone pursuant to section
104(a)(2), we look to the witten ternms of the settl enent

agreenent to determne the origin and allocation of the

settlement proceeds. See Metzger v. Conmm ssioner, 88 T.C. 834

(1987), affd. wi thout published opinion 845 F.2d 1013 (3d Cr

1988); Jacobs v. Comm ssioner, T.C Meno. 2000-59, affd. sub nom

Connelly v. Conmm ssioner, 22 Fed. Appx. 967 (10th Cr. 2001).

Petitioner settled his clains against the county. The
parties entered into a settlenent agreenent via a consent decree
entered by the District Court. In that consent decree, the
District Court granted petitioner declaratory, injunctive, and
nonetary relief. Petitioner received $175, 000 of the $350, 000

awarded to the G bsons pursuant to the consent decree. The

6 Section 104 was anended by the Small Busi ness Job
Protection Act of 1996, Pub. L. 104-188, sec. 1605, 110 Stat.
1838 to provide, effective for anounts received after August 20,
1996, that the personal injury or sickness for which the damages
are received nust be physical.
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District Court did not allocate the proceeds anong petitioner’s
cl ai ns.

If a settlenent agreenent |acks express | anguage stating
what the settlenent anount was paid to settle, we | ook to the
intent of the payor, on the basis of all the facts and
ci rcunst ances of the case, including the conplaint filed and

details surrounding the litigation. United States v. Burke, 504

U S 229 (1992); Robinson v. Comm ssioner, 102 T.C 116, 127

(1994) affd. in part and revd. in part on another issue 70 F.3d

34 (5th. Gr 1995); Knuckles v. Conm ssioner, T.C Meno. 1964-33,

affd. 349 F.2d 610 (10th Cr. 1965). A key question to ask is

““In lieu of what were the danmages awarded?’” Robinson v.

Commi ssi oner, supra at 126 (quoting Raytheon Prod. Corp. V.

Conm ssi oner, 144 F.2d 110, 113 (1st Cr. 1944), affg. 1 T.C 952

(1943). Accordingly, the Court nust determ ne the intent of the
payor upon the basis of the facts and circunstances incl uding
petitioner’s conplaint in the class action |awsuit.

Petitioner argues that the first anmended conplaint includes
a cause of action and renmedy for bodily injury and physi cal
distress. Petitioner testified that he was verbally and
physi cal ly harassed by other residents of Sun City. According to
petitioner, this harassnent and the stress of the |lawsuit caused

hi mto suffer nunerous headaches, stomach aches, and breathing
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problens. Petitioner testified that he visited a doctor for both
stomach aches and breat hi ng probl ens.

Petitioner failed to show how the county or any of the
i ndi vidual s involved in the class action |lawsuit caused his
al | eged personal physical injury or physical sickness.
Additionally, petitioner failed to produce any docunentary
evidence fromhis alleged doctor visits. |If a party fails to
i ntroduce evidence within that party’s possession, we nmay presune
in some circunstances that, if produced, the evidence would be

unfavorable to that party. Wchita Term nal Elevator Co. V.

Comm ssioner, 6 T.C 1158, 1165 (1946), affd. 162 F.2d 513 (10th

Cir. 1947). This is true where the party that does not produce

t he evidence has the burden of proof or the other party has
established a prima facie case. 1d. Furthernore, we have
previously held that stomach probl ens and headaches such as those
suffered by petitioner are synptons of enotional distress. See

Hawki ns v. Conm ssioner, T.C Meno. 2005-149 (explaining that

enotional distress includes synptons such as headaches and
stomach disorders). Petitioner produced no receipts,
prescriptions, or other evidence to corroborate his testinony of
his all eged breathing problens. W are not required to, and do
not, accept petitioner’s self-serving testinony regarding his

al | eged personal physical injuries or physical sickness w thout

corroborating evidence. See Geiger v. Conm ssioner, 440 F.2d
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688, 689-690 (9th Cir. 1971), affg. per curiamT.C Meno. 1969-

159; Lerch v. Commi ssioner, T.C Mno. 1987-295, affd. 877 F.2d

624 (7th Gr. 1989).

Petitioner argues that because the consent decree entered in
the class action | awsuit provided paynents for physical injuries
and physical sickness, sone share of petitioner’s settlenent
proceeds consi st of danages received on account of personal
physi cal injury or physical sickness. Petitioner argues that
because he was a nanmed nenber of the certified plaintiff class,
his clains are typical of the clains of the plaintiff class.
Petitioner argues that since unnaned plaintiffs nust satisfy one
of the six factors set forth in the consent decree (discussed
supra) to qualify for conpensation, petitioner nmust also satisfy
at | east one of the six factors. Petitioner clains that the only
factor he satisfies is “whether claimnt provided evidence of any
ot her conpensable loss.” Petitioner contends that this
denonstrates that he sustained physical injury and physi cal
si ckness.

We reject this argunent. The six factors referred to by
petitioner are relevant to determ ning the anmount of conpensation
due to unnaned claimants. Assum ng arguendo that we accept
petitioner’s self-serving and uncorroborated testinmony, it
appears that petitioner qualified for at |east three of the six

factors cited, none of which consists of personal physical
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injuries or physical sickness.” Additionally, factor six, for
whi ch petitioner clainms he qualifies, refers to “any other
conpensabl e 1 oss” and does not necessarily include personal
physi cal injury and physical sickness.

Apart frompetitioner’s self-serving and uncorroborated
testinmony, the record does not establish that petitioner received
a portion of his $175,000 total settlenment proceeds on account of
personal physical injury or physical sickness. Accordingly, we
sustain respondent’s determ nation that the settlenent proceeds
petitioner received in 2002 are includable in his gross incone.

See Geiger v. Conm ssioner, supra; Lerch v. Conm Sssi oner, supra.

1. Accuracy-Related Penalty

A. Section 6662(a) Penalty

Respondent determ ned an accuracy-rel ated penalty under
section 6662(a) of $9,956. Respondent determined that the entire
under paynent of tax for 2002 was attributable to negligence or
di sregard of rules or regulations, and/or a substanti al
under st atement of incone tax.

Pursuant to section 6662(a), a taxpayer may be liable for a

penalty of 20 percent of the portion of an underpaynent of tax

" Petitioner qualified for factor 1 because he received a
citation. He qualified for factor 2 because the CCE authorities
told the G bsons they would have to nove. Also, the citation
threatened fines and inprisonnent. Additionally, petitioner was
served with a notice to appear in court to face possible crimnal
charges. He qualified for factor 4 because of the envotional
di stress he suffered.
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(1) due to negligence or disregard of rules or regulations, or
(2) attributable to any substantial understatenment of incone tax.
Sec. 6662(b). The term “understatenent” neans the excess of the
anount of tax required to be shown on a return over the anmount of
tax i nposed which is shown on the return, reduced by any rebate
(wthin the nmeani ng of section 6211(b)(2)). Sec. 6662(d)(2)(A).
Ceneral ly, an understatenent is a “substantial understatenent”
when t he understat enent exceeds the greater of $5,000 or 10
percent of the anobunt of tax required to be shown on the return.
Sec. 6662(d)(1)(A). The term “negligence” in section 6662(b)(1)
includes any failure to nmake a reasonable attenpt to conply with
the I nternal Revenue Code and any failure to keep adequat e books
and records or to substantiate itens properly. Sec. 6662(c);
sec. 1.6662-3(b)(1), Incone Tax Regs. Negligence has al so been
defined as the failure to exercise due care or the failure to do
what a reasonabl e person woul d do under the circunstances. See

Allen v. Comm ssioner, 92 T.C. 1, 12 (1989), affd. 925 F.2d 348,

353 (9th Gr. 1991); Neely v. Conm ssioner, 85 T.C. 934, 947

(1985). The term “disregard” includes any carel ess, reckless, or
intentional disregard. Sec. 6662(c).

B. Burden of Production

The Comm ssioner has the burden of production with respect
to the accuracy-related penalty. Sec. 7491(c). To neet this

burden, the Comm ssioner nust produce sufficient evidence
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indicating that it is appropriate to inpose the penalty. See

H gbee v. Conm ssioner, 116 T.C 438, 446 (2001). Once the

Comm ssi oner nmeets this burden of production, the taxpayer mnust
cone forward with persuasive evidence that the Conm ssioner’s
determ nation is incorrect. Rule 142(a); see H gbee v.

Commi ssi oner, supra. The taxpayer may neet this burden by

proving that he or she acted with reasonabl e cause and in good

faith. See sec. 6664(c)(1l); see also Hi gbee v. Conm ssioner,
supra; sec. 1.6664-4(b)(1), Incone Tax Regs.

C. Analysis

Respondent net his burden of production pursuant to section
7491(c). Petitioner’s 2002 inconme tax return contains an
under statement of incone tax greater than $5,000. See sec.
6662(d) (1) (A)(ii). Accordingly, petitioner bears the burden of
proving that the accuracy-related penalty should not be inposed
Wi th respect to any portion of the underpaynent for which he
acted with reasonabl e cause and in good faith. See sec.

6664(c)(1); Hi gbee v. Conmi ssioner, supra at 446. Rel evant

factors include the taxpayer’s efforts to assess his proper tax
liability, including the taxpayer’s reasonable and good faith
reliance on the advice of a professional. Sec. 1.6664-4(b)(1),
| ncome Tax Regs.

Petitioner has no rel evant tax education, sophistication, or

busi ness experience. Petitioner engaged an experienced tax
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attorney to determ ne the proper tax treatnment of petitioner’s
settlenment award. After discussing the relevant facts and
ci rcunst ances of the class action lawsuit with the class action
attorneys, the tax attorney advised petitioner to report $12,500
of the $175,000 settlenment as taxable income. On the basis of
t hat advice, petitioner reported $12,500 on his 2002 tax return.
Accordingly, petitioner is not liable for the accuracy-rel ated
penal ty.

In reaching all of our holdings herein, we have consi dered
all argunents nmade by the parties, and, to the extent not
menti oned above, we conclude they are irrel evant or w thout
merit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




